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The ongoing credit crisis has thrown the spotlight onsovereign wealth funds (SWFs). “The size and activities of
SWFs in recent years have led to heightened attention on, and suspicion about, them,” commented Locknie Hsu,
Singapore Management University law professor specialising in international trade and dispute settlement law. Hsu
recently authored a commentary on the new set of voluntary principles, known as the ‘Santiago Principles’, adopted
and publicly released in October 2008 to govern such funds.
Also known as the Generally Accepted Principles and Practices (GAPP), the principles were negotiated by the
International Monetary Fund’s (IMF) International Working Group comprising over 20 countries, most from the
developing world.
What are SWFs?
“SWFs can take a variety of forms as well as serve different objectives,” explained Hsu. The IMF Global Financial
Stability Report 2007, she said, classifies SWFs by a number of key objectives. Specifically, the report states that
SWFs can serve as: Stabilisation funds to insulate economies from swings in commodity prices, especially oil;
Savings funds for the future in which non-renewable assets are converted into a more diversified portfolio; Reserve
investment corporations to increase the return on reserve assets; development funds to support national growth
through socioeconomic projects or by promoting industrial polices, and; Contingent pension reserve funds which help
governments to meet unspecified pension liabilities.
Hsu also highlighted the definition put forward by the drafters of the Santiago Principles. They explain SWFs as:
“special purpose investment funds or arrangements that are owned by the general government. Created by the
general government for macroeconomic purposes, SWFs hold, manage, or administer assets to achieve financial
objectives, and employ a set of investment strategies that include investing in foreign financial assets. SWFs have
diverse legal, institutional, and governance structures. They are a heterogeneous group, comprising fiscal
stabilisation funds, savings funds, reserve investment corporations, development funds, and pension reserve funds
without explicit pension liabilities.”
In terms of enforcement, however, Hsu pointed out that, “The Santiago Principles are considered ‘soft law’ because
they cannot be strictly enforced in a court of law, and set out several norms on how SWFs should behave. They
deal with issues of the legal frameworks, objectives, coordination, institutional and governance structures, and
investment and risk management frameworks of SWFs.”
The Need for GAPP
There are at least two forces that led to the Santiago Principles being drawn up, according to Hsu.  Firstly, there is
the size and activities of SWFs in recent years. In an estimate by the IMF, the collective value of SWFs will reach
US$6-10 trillion by 2013. (In comparison, the US GDP in 2007 was about US$13.8 trillion.) “SWFs with long-term
investment objectives -- and therefore an ability to ride out the current climate of nerves -- are much-needed
actors which can help restore some stability to the financial system,” said Hsu. “At the same time, however, there
has been some disquiet over their growth, potential influence, and corporate governance practices.”
Secondly, there is heightened wariness of SWF investments due to their connection with foreign governments, and
the implications for national security in recipient countries. “The fact is we live in a post-9/11 world, “said Hsu.
“Many will recall, for instance, the level of domestic consternation that greeted the Dubai Ports World bid to operate
certain ports in the US in 2006. The existing investment screening process was tightened by US law in mid-2007 to
address precisely the issue of national security concerns in relation to foreign investments, especially by SWFs.”
The breadth of this law, according to Hsu, has in turn raised concerns over whether it might be used for
protectionist purposes. She cited a September 2008 news report in The Straits Times in which Singapore Prime
Minister Lee Hsien Loong urged the United States to embrace foreign investments rather than view them as a threat.
 The IMF’s International Working Group also expressed hope that the Principles will “reduce protectionist pressures,
and help maintain an open and stable investment climate”.
In the face of such concerns, explained Hsu, the stated objectives of the Principles are to: Support a stable
financial system and the free flow of capital and investment globally; Adhere to all regulatory and disclosure
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requirements in the recipient countries; Make investments based on economic and financial risk and return-related
considerations, and; Establish a transparent and sound governance structure.
“The Santiago Principles thus represent a set of norms aiming to make SWF investments less opaque in their
objectives and operations, and more acceptable in recipient countries,” stated Hsu. “On both sides of the Atlantic,
recipient countries are well aware that they need to maintain an open investment environment and that SWFs can
be beneficial to their economies”.
Hence, to help mitigate domestic concerns in recipient countries, both recipient and SWF investor countries have
arrived at these Principles to extract a ‘soft’ commitment from investors to adhere to certain norms. “The Principles
are set out in very broad terms, and largely in exhortatory language” explained Hsu. “Given the current negative
state of the multilateral trade negotiations in the World Trade Organisation (WTO) and general global nervousness, it
would have been unrealistic to expect any multilateral commitments on these funds to be any firmer in nature or
wording.”
WTO and SWFs
The WTO has rules that bind its members in relation to how they may regulate trade in goods, services, investments
and protection of intellectual property rights. However, according to Hsu, while these rules could have an indirect
impact on how its members may treat SWF investors and their investments in some cases, there are currently no
specific, binding multilateral trade or investment rules that govern SWFs and their treatment by national
governments. Nor do WTO rules prohibit members from having investment screening systems as long as legal
principles in its agreements are followed. “This means that, most of the time, national governments have a great
deal of leeway to decide which foreign investments to allow into their countries, under what conditions, and how
such investors would be treated,” said Hsu.
She also noted that, for countries that have signed bilateral trade or investment treaties, this leeway may be more
restricted, depending on the terms of the treaty. “For instance, a bilateral investment treaty -- or a free trade
agreement which contains investment protection provisions-- could contain provisions that protect foreign investors,
such as Most-Favored Nation Treatment and National Treatment provisions, or prohibitions against barriers to entry
of or limits to foreign investment.” If the foreign investor happens to be an SWF investor and falls within such
protective provisions, the foreign investor or SWF may have recourse under the treaty should there be any failure to
observe its provisions by the recipient state.
“At the moment, therefore, the Santiago Principles serve as the primary multi-country set of norms that specifically
‘govern’ SWFs’ conduct,” reiterated Hsu. “They focus largely on the SWFs’ side of the equation, leaving out recipient
countries’ obligations to be dealt with elsewhere.” She thus views the Principles as a work in progress. A standing
group has been formed to keep them under review, and facilitate understanding and implementation.
OECD Guidelines
On the other side of the equation, ministers of the Organisation for Economic Co-operation and Development (OECD)
countries adopted a report in June 2008, identifying guidelines for recipient countries. Hsu believes they form an
important companion to the Principles. “The guidelines aim to give assurance to foreign investors by including general
investment policy principles of non-discrimination, transparency and progressive liberalisation,” she explained.
“Specifically in relation to national security issues, the guidelines require non-discrimination, proportionality of
investment regulation relative to national security concerns, transparency and accountability in recipient country
actions.”
In addition, SWF investors may also have protection under any bilateral treaties their countries may have signed
with the recipient countries.
“This piecemeal, ‘soft’ approach is the most practical solution that countries have managed to cobble together in
these hard times, and it remains to be seen how well the various pieces will work together to ensure a stable and
open global investment environment,” concluded Hsu.
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